Abstract: Considering the constant outflow of capital and the constant trade deficit in the Nigerian economy, the Mundell-Fleming model provides policy prescriptions for such unfavourable situation. However, the empirical validity of this model is tested in this work to find out if the model can be applied to the Nigerian economy. The study was carried out using data obtained from the Central Bank of Nigeria (CBN) 1970 to 2012. The technique of Vector Autoregressive Model and the Granger causality test were used to test the empirical validity of this model in Nigeria. The result of the impulse -response function using VAR shows that the prediction of the Mundell-Fleming theory holds and its policy prescriptions can be effective in the Nigerian economy. However, the results of the Granger -causality test showed that net exports granger-causes FDI without a feedback, and no causality in other variables.
Introduction
The Mundell-Fleming model was first put together in the 1960s by two prominent economists; Robert Mundell, at Columbia university and Marcus Fleming at the international monetary fund, (IMF). Their work was done on the macro economy to incorporate, the role of capital flows (Boughton, 2003 , Floden 2010 ). On the policy aspect of the MundellFleming model, in a fixed exchange rate system, monetary policy typically focuses on maintaining the exchange rate, so that it cannot target domestic demand. A fiscal expansion, by comparison, will raise interest rate, encourage capital inflows, and tend to appreciate the exchange rate.
In a flexible exchange rate, a monetary expansion that lowers domestic interest rates will encourage capital outflows that depreciate the exchange rate and further stimulate income as the lower exchange rate raises net exports. A fiscal expansion, by contrast, will raise interest rates, promoting capital inflows that appreciate the exchange rate and reduce net exports, offsetting the rise in national income from fiscal expansion. Thus fiscal policy will have much less impact on national income under flexible exchange rates.
Nigeria practices a managed float exchange rate system and tends more to the flexible exchange rate system. However, Nigeria has an independent monetary authority that formulates monetary policy. The monetary policy instrument of interest rate has also been used by the central bank of Nigeria to achieve certain objectives. Interest rate in Nigeria is determined by the monetary policy rate. The monetary policy rate is fixed by the monetary policy committee of Nigeria. The monetary policy rate in Nigeria is at 13% while the interest rate as at 2012 was 16.17%. However, despite the use of these monetary tools, Nigeria continues to experience external deficits. And from theory, external deficits both in the current and capital account have negative effects on the economy.
The Mundell -Fleming model offers a set of policy solutions to the problem of external deficit. The crux of the matter remains to determine whether the data of the Nigeria"s economy conform to the predictions of the MundellFleming model. Can the policy prescriptions offered by the model be applied effectively to the Nigerian economy to achieve the expected results?
This phenomenon poses a problem for the Nigerian economy. Capital outflow causes a threat to a country"s economy. For instance, a decrease in FDI means that investment funds are flowing out of the country. This has an effect on the level of employment. As foreigners withdraw investment funds from the economy, some of the foreign companies begin to fold up and as such workers are laid off and unemployment will increase.
On the other hand, as net exports decrease, it means the proportions of exports to imports have reduced. As exports decreases, the effect on the economy is that the national income decreases. The decrease in national income occurs as a result of a shrinking of the export sector which reduces external demand for Nigeria"s output. However, the Mundell -Fleming model is a widely accepted model in external economy macroeconomics and the model offers a set of policy solutions to the problem of external deficit. The issue is to find out if the data of Nigeria conforms to the predictions of the Mundell -Fleming model. Can the policy prescriptions offered by the model be applied effectively to the Nigerian economy to achieve the expected results?
Since the problem in the external sector of the Economy has been stated, the following research questions are asked  Does a monetary policy shock (changes in interest rate) affect the flow of FDI, the exchange rate and the net exports?  Does the causal relationship that runs from interest rate to FDI to exchange rate and to next exports exist in the The objectives of the study
The specific objectives of this study are as follows:  To determine if monetary policy shocks (change in interest rate) has any effect on FDI, exchange rate and Net exports.  To determine if a causal relationship runs from interest rate to FDI, to exchange rate and to Net exports. Licensed Under Creative Commons Attribution CC BY was used. The paper observed that misalignment has a depreciating effect on the flow of FDI to the country.
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The Model
The model for the study is Vector Autoregressive which is specified as
-------------------------------------------------3 ----------------------------------------------------4
Where, IR is the nominal interest rate  FDI is foreign direct investment  EXR is the nominal exchange rate and  NX is the net exports  IR is the interest rate  FDI is the foreign direct investment and  is the difference operator.
CAUSALITY TEST
 In order to determine the causation of shocks among interest rate, foreign direct investment, exchange rate and net exports, Granger Causality test was applied. This is specified as:  
Results
 The impulse-response graph is used to trace the impact of the shocks in interest rate on the other variables in the model namely, interest rate, FDI and exchange rate.  Dir and Dfdi  There are a total of 8 periods. This is shown by the x-axis of the IRF graph.  The graph shows that from period zero to period one, shocks in interest rate leads to an approximate increase in foreign direct investment. From period 1 to period 2, shocks in interest rate, leads to an approximate decrease in FDI. From period 2 to period 3, shocks in interest rate, leads to an approximate increase in FDI. From period 3 to period 4 shocks in interest rate, leads to an approximate decrease in FDI but at a steeper rate. From period 4 to 5, shocks in interest rate, leads to an increase in FDI but the increase is at a steeper rate. From period 5 to 6 however, shocks in interest rate leads to a decrease in FDI but at a steeper rate. From period 6 to 7, shocks in interest rate leads to an increase in FDI but at a steeper rate, while from period 7 to 8, shocks in interest rate leads to a decrease in FDI but also at a steeper rate.  From period 0 to period 1, shocks in interest rate causes an approximate decrease in net exports while from period 1 to 2 , shocks in interest rate causes an approximate increase in net exports. From period 2 to 3 shocks in interest rate causes an increase in exchange rate but at a steeper rate. From period 3, the fluctuations evened out.
Granger Causality Test
 The first differences of the variables are used to conduct the granger causality test and the results show that the difference of net exports granger causes the difference of FDI. This conclusion is based on the fact that the probability value is less than 0.05(i.e. 0.0003).  The probability values of the other hypothesis are not statistically significant, so the Null hypothesis is not rejected
Conclusion
1) The work was done to test the empirical validity of the Mundell-Fleming model. The variables used for conducting this empirical analysis are interest rate, exchange rate, foreign direct investment and net exports. The vector autoregressive methodology was employed for this purpose. The granger causality test was also employed to test the causality of the variables 2) The result of the impulse-response function was also used to trace the response of the variables to a changes or shocks in interest rate. The result of the granger causality test also shows that FDI is the only variable that Grangercauses net exports. 3) In summary, the results showed that though the impulseresponse function shows that shocks in interest rate affects the other variables, it does not necessarily mean that causality exists between them as proposed by the MundellFleming model. This means that though the impact exist, the postulation that changes in interest rate, causes changes in capital flow which further causes changes in exchange rate and finally leads to changes in net export, does not necessarily hold true . In other words, though impact exists, causality does not necessarily exist. This also means that interest rate can effectively be used as a monetary policy tool for affecting the external sector, in other to achieve desired result. The conclusion of this work supports the findings of Huh (1999) and Paudel(2011) 
